What else can financial statements tell you? by American Institute of Certified Public Accountants
University of Mississippi
eGrove
Guides, Handbooks and Manuals American Institute of Certified Public Accountants(AICPA) Historical Collection
1-1-1989
What else can financial statements tell you?
American Institute of Certified Public Accountants;
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_guides
Part of the Accounting Commons, and the Taxation Commons
This Article is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Guides, Handbooks and Manuals by an authorized administrator of eGrove. For more information, please
contact egrove@olemiss.edu.
Recommended Citation
American Institute of Certified Public Accountants;, "What else can financial statements tell you?" (1989). Guides, Handbooks and
Manuals. 268.
https://egrove.olemiss.edu/aicpa_guides/268
What else can 
Financial 
Statements 
tell you?
“The Measure of Excellence”
American Institute of Certified Public Accountants
Annual reports have been described as documents 
that are set in large type, require a great effort 
to produce, and when completed, are cast before 
multitudes.
While annual reports are hard to understand, they 
can be very useful tools. Annual reports can help you 
decide whether you want to invest, work for or sell 
goods or services to a particular company. A company’s 
“personality” can be seen by looking at its annual 
report.
One reason people have trouble understanding 
annual reports is they try to read them like they would 
a book or magazine. That’s a mistake. Annual reports 
are reference works, with information scattered 
throughout, but not necessarily in any standard 
sequence. That’s why certified public accountants, who 
audit financial statements, urge readers to sk im -to  
hopscotch from footnotes to financial data and back to 
footnotes. It is less of a reading process than digging 
out data to answer different types of questions.
This brochure shows how annual reports are put 
together and how they can be useful. Use them for what 
they are -  sources of reliable and current financial 
information.
Annual Reports Disclose:
■ Earnings
■ Financial Resources
■ Plans for the year ahead
But they are also a source that may help 
you decide
■ Is this the company I’d want to invest in?
■ Is this the kind of company I’d like to work for?
■ If I sell my goods or services, will the company pay 
promptly?
■ What kind of company is this? Should it be welcome in 
my community? Will it improve my town, provide jobs, 
help the economy or take part in community activities?
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Some Tips That Will Improve Your Understanding 
of Annual Reports.
■ Before you start reading an Annual Report, run over in 
your mind what you already know about the company.
■ Are its products useful, reliable, up-to-date? Do others 
think highly of the company and the way it is managed?
■ Do people hear much about the company?
■ Are its leaders involved in the community?
■ Do they speak out on controversial issues affecting the 
public?
■ What have you heard about the economy or market 
trends that might affect the company? The report will 
supplement what you already know with financial data 
and other information.
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Where
To
Start
Readers familiar with annual reports turn first to the 
auditor’s report. Here, the independent auditor, the out­
side certified public accountant, issues an opinion on the 
financial statements provided by the company’s manage­
ment. In about 90 percent of the audits of publicly traded 
companies, the auditor issues an unqualified or clean 
opinion. Beginning with reports issued on January 1, 1989, 
this “standard report” consists of three paragraphs. 
Anything longer is usually a red flag, alerting you to 
investigate further. (Note that the auditor’s opinion does 
not judge the financial condition of the company. It does 
say whether the company has presented its financial 
statements in conformity with generally accepted 
accounting principles.)
Check the first note on the financial statements. That’s 
where you’re most likely to find an explanation of the 
company’s accounting policies used in preparing the 
financial statements. For example, the note might explain 
the company has applied a policy of accelerated deprecia­
tion on plants and other equipment. This could reduce 
earnings, while a slower depreciation rate could boost 
earnings.
So before reaching conclusions about the company 
earnings it’s wise to determine if the earnings are respond­
ing more to accounting policies than market conditions.
■ Look for trends in the five or 10 year financial 
summaries.
■ Analyze key ratios to better understand data reported. 
(For details on how to apply trend analysis by ratios, see 
pages 12 and 13.)
■ Skim through the president’s letter for content and 
future prospects.
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Financial Highlights
CONSOLIDATED 
STATEMENTS 
OF CASH FLOWS
For the years ended 
June 30
CONSOLIDATED BALANCE SHEET
(in thousands, except share and per share amounts) ___
a
b
c
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The Classic Investment Decision: 
To Buy or Sell
a Most investors will focus on Earnings Per Share (EPS)...The bottom line. A healthy figure means a robust company. EPS is computed by dividing the total earnings 
by the number of shares outstanding. In comparing five 
year figures, discount any slight changes from year to 
year, but pay close attention to the trend in Earnings Per 
Share. If the EPS either remains unchanged or drops off, 
this may pinpoint trouble ahead.
b Increasingly, investors are now looking beyond Earnings Per Share to Cash Flow Provided by Operating Activities,_____ which is found in the Statement of Cash Flows. This is
regarded as an important index of a company’s health 
because it reports whether operations generate enough 
cash to meet payroll, buy raw materials and conduct the 
other essential day-to-day operations of the company. 
Another key indicator is the company’s record in paying 
dividends to shareholders.
c Another indicator -  that you have to compute -  is the Debt to Equity Ratio. This sounds complicated, but it really isn’t. Simply divide the total Shareholders Equity into the 
Total Long Term Debt. A high figure indicates that cred­
itors are in a position to exercise great influence over the 
company. Information you ought to have to make an 
investment decision.
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Stockholders’ Questions: 
How’s my company doing?
d The president’s letter is often a response to the question, “What’s ahead for the company?” Generally, few surprises_____ come out of this section, but a careful reading can be
useful. Plans to target a new market, unveil a new product, 
or other company developments are described in the 
president’s letter.
e For details about company developments, look at the analysis of operations, where fluctuations in sales, income, expenses or taxes are explained. This is a
Letter to Stockholders
d
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good source for identifying a company’s strengths 
and weaknesses.
The New York Stock Exchange requires its listed 
companies to have audit committees independent of 
management. However, the National Commission on 
Fraudulent Financial Reporting recommends that all 
public companies be required to have audit committees 
composed entirely of independent directors. Audit com­
mittees oversee the financial reporting process, including 
the company’s internal controls. Auditing standards 
require the auditor to report certain matters to the audit 
committee, including significant deficiencies in internal 
control, changes in significant accounting policies and 
audit adjustments that could significantly affect the 
financial reporting process.
e
Management’s Discussion 
and Analysis of 
Financial Condition and 
Results of Operations
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Career Opportunities?
In choosing a company to work for, the questions you ask 
are not much different from those a potential investor 
might ask. You’ll want to know as much as possible about 
the company’s financial position and its growth potential -  
which means expansion and job opportunities. So you will 
want to study the Financial Highlights, which in sum­
marizing income and expenses, show at a glance how the 
company’s performing.
f If you are interested in a high-technology industry, you should turn to the item headed Selling General and Administration Costs. Generally included within this cate­
gory are the costs of research and development. Although 
only the amount—not the quality—of the R&D effort can 
be determined from the Income Statement, the amount is 
an important indication of the company’s commitment to 
R&D. Look for amounts in a note to the financial state­
ments, which might read as follows:
“Research and Development costs of $180,000 in  
1986 and $160,000 in  1985 are expensed as incurred and 
are included in  Selling General and Adm inistration  
Costs."
Consolidated 
Statements of Income 
and Retained Earnings
f
8
g Before joining a company, you certainly want some assurance that the firm is healthy and growing. You’ll find clues to this in the Financial Summary which lists key 
financial data (income, expenses, profits and dividends). 
In five or 10 year comparisons, these figures show how 
well the company has been doing, if sales are rising, and 
how expenses are controlled, all vital life signs of a 
company with a future.
h
Look for reports of stock options for employees and 
changes in pension plans. Usually, these are reported in 
notes.
Sometimes you may obtain an inkling of how a 
company treats its people by carefully studying the 
employee benefit programs. Compare the principal bene­
fits with those offered by other firms, paying particular 
attention to the medical programs. Another area worthy of 
your attention is litigation. Is the company a defendant in 
lawsuits involving its employee practices? What are the 
charges and how has the company responded?
g
h
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Is the company a potential customer for my 
goods or services?
The average supplier is more concerned about a com­
pany’s payment policies that its long term growth pattern. 
A clue to payment practices can be found by examining 
the current ratio. The figure is not included in the 
financial statements, but it may be easily computed: 
Divide current assets by current liabilities. Repeat the
current assets 
current liabilities
= current ratio
computation to obtain ratios for two prior years so you 
may compare the figures. A decline in the ratio shows 
a company’s ability to meet current obligations has 
worsened. An increase on the other hand indicates it’s 
better able to meet current commitments to suppliers.
How can you tell if the company’s
thinking about closing a plant?
Annual reports are unlikely to address themselves 
directly to this bold question. But the information it 
conveys will bring you closer to an answer.
New rules require a company to disclose separately 
the disposal of a segment. What this means is that when 
a company closes a plant whose activities represent a 
separate major line of business, it would be highlighted in 
the financial statements as a discontinued operation. Look 
for these details in the statements. In some cases, the 
president’s letter might allude to changes affecting a 
company’s productive capacity.
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Will the company protect the
environment in my community?
Some companies may report special efforts they have 
undertaken to safeguard the environment. The most likely 
place to find such information would be either in the 
president’s letter or in sections of the report describing 
the year’s activities of company divisions. Dollar amounts 
spent for such safeguards are not reported separately in 
financial statements. But it may still be possible by exam­
ining notes or summaries of past year’s operations to 
determine the company’s performance in this area.
Will the company attract new
business?
Start with the growth pattern. Look at allocations for 
research and development, plant acquisitions, borrowing 
practices, the record for introducing new products, the 
leadership position management takes in industry, its 
competitive position and its five and 10 year summaries 
that put company history in perspective. Upbeat re­
sponses mean the company will probably be expanding.
Will the company attract visitors to our town?
In the text explaining company activities or perhaps 
in picture captions, look for indications of major con­
ferences, seminars, and similar gatherings of technical 
people. When a company assembles large groups to come 
to its installations, it will have an even broader impact on 
the community. People come; they occupy hotels, dine at 
the local restaurants, shop at the stores, and help boost 
the local economy. Such information can be a guide to 
the merchant’s planning for the year ahead.
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How to Uncover Vital Facts:
Auditors rely upon an analytical tool called Ratio, Change and Trend Analysis to 
find out more about a company than would be possible by simply reading the 
financial data, as presented. This process compares sets of figures and in 
establishing their relationship enables one to gain a better understanding of a 
going business. The ratios highlight unusual, unexpected, or otherwise unex­
plained changes in a company’s performance. Although auditors caution against 
using ratios to reach conclusions, they agree that ratios are useful to investors 
concerned with financial strength and operating performance and to creditors 
concerned with solvency and financial structure.
Listed below, as fractions, are elements from financial statements in an 
Annual Report. Tb obtain a ratio, divide denominator into the numerator (top 
figure). To determine trends, repeat using figures for prior years.
Is the company solvent?
CURRENT ASSETS 
CURRENT LIABILITIES
A test for solvency. Provides clues 
to the magnitude of the financial 
margin of safety. For more strin­
gent tests, delete inventory from 
assets and compute new ratio.
Has it borrowed wisely?
TOTAL DEBT Reveals the extent to which the
----------------  company has borrowed from sup-
NET WORTH pliers and credit grantors. Too
much debt may indicate insuffi­
cient capital. Could jeopardize purchase discounts and weaken competitive 
position.
How is company performing?
WORKING CAPITAL 
SALES
Shows relationships of working 
capital to business transacted. 
Compare with industry average* 
to determine company 
performance.
*Industry Averages -  obtainable from industry trade groups, or by computing figures from 
several companies in the industry.
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Are the products selling?
COST OF SALES Shows number of times inventory
---------------------  turns over. Can be inconclusive
INVENTORY because it lumps all items —some
products may move faster, others
slower. Comparisons with industry averages can be revealing.
NET PROFIT 
NET WORTH
How’s management doing?
Shows return on invested capital. 
This measures how well manage­
ment is doing on earning a return 
on capital. Compare with industry
average and for further insight take into account the degree of risk involved.
Is it earning a profit?
NET PROFIT 
SALES
This measures profit margins. 
Again, for real measurement, com­
pare with others in the industry.
Are profits adequate?
COST OF SALES If the margin here appears thin,
---------------------  compared to industry averages,
SALES it could mean the company is
headed for trouble. This ratio is
an indicator of what is available, after deducting costs of sales, to defray general 
and selling expenses, research and development costs.
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The 
Auditor: 
A Skeptic 
Probes
The auditor is responsible for testing the propriety of a 
company’s financial statements. You might think that only 
checking the arithmetic is involved. This could be the case 
if financial statements were simply the sum of their parts. 
But that’s not true. Financial statements are a combination 
of facts, judgments and estimates. In testing their validity, 
an auditor uses audit procedures developed by the 
accounting profession to identify improperly prepared 
statements.
Before the audit begins, the independent certified 
public accountant develops a working knowledge of the 
company’s industry. A kind of sophisticated “street knowl­
edge’’ it helps an auditor evaluate the data and information 
prepared by management.
Before forming an opinion, the auditor considers the 
company’s internal control structure. This structure is 
divided into the control environment, accounting system 
and control procedures. It must be considered in terms of 
its relationship to significant errors or omissions in 
financial statements. Auditors are also required to use 
analytical procedures, which are evaluations of financial 
information, in the planning and final review stages of 
all audits.
During an audit, a CPA will examine the account 
balances and classes of transactions reported in the 
financial statements. All the items in the account or 
transaction class are rarely examined; instead, the auditor 
will select a portion of those items and apply procedures 
to them to form an opinion. The auditor exercises skill, 
independence and objectivity in deciding which audit 
tests to make, the extent to which those tests should be 
applied and when the tests should be done. The same 
qualities are used when interpreting and evaluating the 
test results.
The auditor confirms bank balances, tests outstand­
ing customer accounts (receivables) and evaluates the 
company’s methods for taking inventory. Marketable 
securities are evaluated, schedules of depreciation of 
plant and equipment are checked, minutes of vital meet­
ings are read and contracts are studied. The auditor also 
confers with management, directors and outside counsel 
about company operations. Throughout this process, the 
auditor must remain alert to significant developments— 
such as a build-up of inventory, new developments by 
competitor firms—anything that might affect the company. 
These areas receive particular attention. The audit must
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be designed to provide reasonable assurance that errors 
and irregularities will be detected (although there is no 
guarantee that all fraud will be found). The auditor must 
report any significant findings to a company’s audit 
committee, board of trustees or budget committee.
After examining the financial statements, the auditor 
exercises professional judgment and issues a report.
As of January 1, 1989, the auditor’s standard report gives a 
clearer description of the auditor’s responsibility, the work 
the auditor does and the assurance the auditor gives.
The standard report now consists of three para­
graphs, rather than two. An introductory paragraph 
differentiates management’s responsibilities for the finan­
cial statements from the auditor’s responsibility to express 
an opinion on them. The second, or scope, paragraph 
explicitly states that the audit was planned and performed 
to obtain reasonable assurance about whether the 
financial statements are free of significant errors or 
irregularities. It also provides a brief description of what 
is involved in an audit and states that the auditor formed 
an opinion on the financial statements taken as a whole. 
The third, or opinion, paragraph presents the auditor’s 
conclusions.
In some cases, the auditor cannot issue a “clean 
opinion." A qualified opinion means that the scope of the 
auditor’s work is significantly restricted, or there is a 
significant departure from generally accepted accounting 
principles. A disclaimer of opinion denotes that restric­
tions in the scope of the audit are so pervasive that the 
auditor cannot form an opinion. In an adverse opinion, 
the auditor concludes that departures from generally 
accepted accounting principles are so significant that 
the financial statements do not fairly present the 
company’s financial position.
These situations are rare in practice. The implica­
tions of such audit reports are so serious that they usually 
cause the company’s management to make necessary 
corrections.
Auditors are obligated to consider whether the overall 
results of their audit raise substantial doubt about the 
company’s ability to stay in business. The auditor may 
have to obtain additional evidence and information about 
management’s plans. If there is doubt that the company 
can continue as a “going concern’’ an explanatory 
paragraph must be included in the audit report. This 
paragraph follows the opinion paragraph.
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T h e
Beginning
Without the continuous collection and classification 
of numerical facts and data, neither commerce nor 
government could continue to operate.
Once compiled, how can the information be 
best used? This brochure has attempted to answer 
that question, as it relates to annual reports and their 
financial statements.
Between the covers of an annual report is an 
abundance of statistical information. The financial 
records of a company, summarized, presented in 
attractive charts, and explained with notes and other 
comments, describe the activities of a commercial 
entity. Elements of the financial data, which are 
guides to investment decisions, can also provide 
background information that can help answer other 
questions.
It is important to keep in mind that the financial 
information disclosed in annual reports relates to a 
single enterprise during a specific time frame.
Annual reports do not supply all the information you 
might require to answer general questions. You prob­
ably will have to supplement the data with 
information on the economy, the industry in general, 
government actions and public attitudes.
An annual report is not a complete compendium 
of information about a particular company. But you 
will find that the financial information prepared by a 
company’s management, and audited by a certified 
public accountant, has broad applications.
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